
strategies for Risk 
Managment 

Agriculture is constantly changing. 
Change creates unexplored frontiers of 
knowledge. The lack of certainty about 
occurrence of future events creates risk. 
Risk by definition is the "exposure to 
the chance of injury or loss." Profit can 
be viewed as a return for managing un- 
certain events that create exposure to 
losses. Many would contend that with- 
out uncertainty and risk, there is no op- 
portunity for profit. Farmers of today 
and tomorrow need to manage this risk. 

Sources of Risk 
The first step in developing a risk 

management plan is to identify the 
sources of risk that may affect your farm 
business. Farm managers face a multi- 
tude of events that create risks, many 
resulting from change of one sort or 
another. During the 1980's, many farm- 
ers have learned firsthand about the 
problems of risk. Adverse weather, 
ranging from drought to floods, caused 
yield reduction in several of the Na- 
tion's major agricultural regions. These 

events, combined with fluctuating ex- 
port demand, resulted in wide swings 
in commodity prices. Declining land 
values, along with high interest rates, 
put many farmers out of business and 
threatened the survival of many oth- 
ers—especially those with highly lev- 
eraged farms. 

There are many ways to categorize 
the sources of risk that farm business 
face. (See Part II, Chapter 4 for an 
analysis of risk categories.) 

Determine Risic-Bearing 
Capacity 

Once a farm manager has identified 
the sources of risk, the next step in de- 
veloping a risk-management plan is to 
evaluate the capacity and willingness 
to bear risk. 

The primary financial document re- 
lating to risk-management capacity is 
the net worth statement (also known as 
a balance sheet). The statement lists the 
farm's assets and liabilities as of a spe- 
cific date. The difference between the 
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value of assets and debts (or liabilities) 
is called net worth or equity. This 
amount shows the degree to which the 
farm debts could be covered if the farm 
were liquidated through the sale of its 
assets. 

Consider this example. If a farmer 
had total assets with a market value of 
$350,000 and total liabilities of 
$178,000, the equity would be 
$172,000. With that level of equity, 
there would be no immediate danger of 
foreclosure. However, dividing total lia- 
bilities ($178,000) by total assets 
($350,000) yields the farmer's debt-to- 
asset percentage, which is just over 50 
percent. Looking at the situation this 
way, it becomes clear that the farmer is 
highly leveraged, and a caution light 
should go on. By dividing the farmer's 
total liabilities by the farm's net worth, 
the result is the debt-to-equity ratio (also 
known as financial leverage). This ex- 
ample farni has debt-to-equity ratio just 
over 1 to 1. This leverage ratio indi- 
cates that the lender has just as much at 
risk as does the farmer. 

Since the balance sheet measures how 
liquid a farmer's businesses, it can be a 
useful tool in determining the ability of 
the farm business to meet financial ob- 
ligations in a timely manner should an 
adverse event arise. 

Assessing Risk 
The third step in developing a risk- 

management plan is to determine po- 
tential loss exposure for each source of 
risk that can be managed. For each risky 
or uncertain event, the farmer must es- 
timate the size or magnitude of the po- 
tential dollar loss, as well as the proba- 
bility or chance of this occurrence. Es- 
timates of the magnitude and probabil- 
ity of a potential loss enables the deci- 
sionmaker to evaluate the tradeoffs 

among risk-management strategies. 

Alternative Rislc- 
IManagement Strategies 

For each source of risk that is identi- 
fied, a risk-management strategy should 
be employed. 

Development and evaluation of risk- 
management strategies under the 
chances of alternative net returns should 
be conducted within a risk/return frame- 
work. For example, the use of self-in- 
surance can be compared with the use 
of risk-transfer mechanisms, which 
would reduce the level of net returns in 
good years but provide protection in 
catastrophic years. An alternative risk- 
management strategy is to avoid a risky 
situation. This approach eliminates the 
opportunity for profit but also the risk 
of loss. 

The following discussion separates 
production strategies from marketing, 
but it is important to recognize that these 
areas are interrelated and that both have 
financial implications. A wise market- 
ing strategy often starts with an assess- 
ment of market demand, as reflected in 
current and predicted prices. 

Production and Financial 
Strategies 

Risk management strategies for pro- 
duction and financial risk include di- 
versification, spatial dispersion, enter- 
prise selection, production management 
schemes, insurance, resource reserves, 
control of resource services, flexibility, 
crop insurance, and consideration of 
Government programs. It is crucial to 
base these strategies on adequate knowl- 
edge, including farm record data, the 
farmer's managerial expertise, and out- 
side information sources when neces- 
sary. 

Diversification. Diversification 
works only if the profits from two or 
more enterprises do not have a high 

positive coirelation. Com and soybeans 
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are often influenced in the same way 
by growing conditions. For example, 
drought will probably reduce yields of 
both, although the timing of the rainfall 
or lack thereof can influence them a bit 
differently because of differences in the 
deñniteness of their respective flower- 
ing periods. But by adding winter wheat 
to a row-crop, corn-soybean farm, the 
farm becomes more diversified. Such a 
change may reduce risk because winter 
wheat yields on midwestem farms are 
not highly correlated with com and soy- 
beans yields. 

However, diversification has risks, 
too. Diversifying into another crop or 
livestock enterprise may require new 
knowledge and skills and increased 
capital investment. Also, diversification 
into volatile enterprises, with wide 
ranges in earnings, would increase risk. 

Control of Resource Services. Al- 
temative methods for controlling re- 
sources can also be part of a risk-man- 
agement plan. For example, farmers 
who rent land for cash retain all of the 
yield and price risk on their balance 
sheets. Share renting is an alternative 
that allows sharing of this risk with 
landlords. A written contract, regard- 
less of the rental method, clarifies the 
responsibilities of both farmer and land- 
lord. 

Control of Machinery Services. 
This is another area that has important 
ramifications for production and finan- 
cial risk management. Ownership is 
one method to obtain absolute control 
over what machinery services are of- 
fered and when. The risk-returns trade- 
off of owning your own machinery may 
be that this approach costs much more 
than custom hire or contracting. Con- 
tracting for machinery services may al- 
low farmers to reduce their machinery 
investment and strengthen their balance 
sheet by avoiding new machinery debt 

or reducing old debt. Machinery require- 
ments (and the risk of yield loss) are 
also influenced by selection of the cul- 
tural practices, for example when farm- 
ers choose between conventional till- 
age and alternative tillage practices such 
as no-till or ridge-till. 

Crop Insurance. Purchase of crop 
insurance is another risk-management 
strategy. Crop insurance provides a 
guaranteed yield per acre. If actual 
yields are less than the guarantee, crop 
insurance makes up the difference. The 
indemnity payment is based on the yield 
loss multiplied by a preselected com- 
modity price. With the potential decline 
of federally financed disaster payments, 
crop insurance may become more im- 
portant as a risk-management tool. 

Flexibility. In evaluating risk-man- 
agement strategies, the farm manager 
needs to ask how much of an adverse 
event—such as low yields, low prices, 
lawsuits—it would take to exhaust the 
equity of the business. Common mis- 
takes in developing risk-management 
strategies are to underestimate the 
probabiUty of occurrence or the magni- 
tude of loss if the event occurs. The 
farm manager must consider the costs 
of doing business and family living ex- 
penses in evaluating the impact of ad- 
verse events on the farm's equity posi- 
tion. 

Resource Reserves. Another meas- 
ure of a faimer's risk-bearing capacity 
is liquidity. Are dollars available from 
current assets to meet debt obligations 
due in the next 12 months? One meas- 
ure of liquidity is the current ratio— 
current assets relative to cuirent liabili- 
ties. 

An important measure for evaluating 
a farmer's ability to meet forthcoming 
cash-flow obligations is the projected 
cash-flow. There are two major types 
of risk that often cause difficulty in pro- 
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jecting cash-flows for the upcoming 
crop year: downside price risk and 
downside yield risk. 

When developing a projected cash- 
flow budget, farmers should first con- 
sider the component parts of the net 
cash-flow statement in their risk evalu- 
ation. With crops that are included and 
for growers who choose to participate 
in Government commodity programs, 
the revenue per acre for the cash-flow 
equation is calculated by multiplying 
deficiency payments per bushel by the 
program yield, and adding that to reve- 
nue generated from the commodity price 
multiplied by the quantity that was pro- 
duced. New loans are also a cash in- 
flow item. Cash outflow includes the 
cash expense of producing the crop, 
principal and interest payments to serv- 
ice debt, and family living expenses. 

Deficiency payments run inverse to 
commodity price, and yields can vary 
greatly. There is also some variability 
in costs and interest rates, but for most 
farmers input prices and quantities are 
easier to estimate than price and yield. 

Living expenses may be adjusted 
slightly but it is difficult for most fami- 
lies to reduce their cost of living for 
long. 

Government Programs. Farmers 
who, because of adverse events, pro- 
duce low-yielding crops will usually 
have to borrow. Since many farmers are 
not in a position to significantly reduce 
family living costs, principal and inter- 
est payments, or production costs, the 
only sources for balancing the cash-flow 
equation are Government payments and 
new loans. In order to limit risk expo- 
sure on their cash-flow, farmers may 
enroll in Government commodity pro- 
grams, which limit downside price risk. 

Nonprogram Crops. Farmers pro- 
ducing crops that do not come under 
Federal commodity programs do not 

have Government protection in the 
event of poor harvests or low prices. 
The projected yield is even more im- 
portant when evaluating risk exposure. 

Studies suggest that farmers, on the 
average, overestimate gross income by 
10-20 percent when making cash-flow 
projections. Farmers tend to remember 
good years and discount bad ones. Ac- 
curate farm records of past production 
and financial performance are the best 
sources of information for farmers when 
projecting next year's cash-flow. 

Pricing Strategies 
The day the product is delivered does 

not have to be the day the price is es- 
tablished. Some commodities have sev- 
eral pricing strategies that farmers can 
use to establish their product prices be- 
fore delivery. These include forward 
contracting, hedging using the futures 
markets, or buying price insurance 
through "puf' options. These are all 
ways to transfer the risk of price change 
to someone else. Farmers with a cash- 
marketing strategy are carrying all of 
the price risk. Farmers who add a stor- 
age strategy lengthen the time in which 
they can establish price, but they also 
assume all the risk associated with stor- 
age. 

Each of these strategies has certain 
costs, such as loss of flexibility and bro- 
kerage fees. But farmers need to deter- 
mine if they can employ these strate- 
gies. Each year is different and may 
require a different strategy. Farmers 
should not lock themselves into the 
same pricing strategy each year. Mar- 
ket conditions change and farm manag- 
ers must be aware of these changes and 
adjust their strategies to the changing 
environment. 

Some of the pricing strategies men- 
tioned above can also be used for pur- 
chasing   inputs.   Three   examples   of 
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strategies to reduce input price variabil- 
ity are forward purchases with contracts 
that specify terms including price, use 
of futures contracts to lock in prices for 
inputs traded on the exchange, and 
fixed-interest-rate notes. The risk-re- 
turns tradeoff again needs to be evalu- 
ated. It is possible that some farmers 
will be better off to self-insure. Farm- 
ers always need to consider the impact 
of such decisions on their balance sheets 
and cash-flows. 

Some events represent large cata- 
strophic losses that seldom occur; oth- 
ers are smaller loss events that occur 
more frequently. It is important to gauge 
how each might influence the farm busi- 
ness. In the end, each farmer must de- 
cide if a potential loss is sufficient to 
employ an explicit risk-management 
strategy or whether the self-insuring 
strategy is preferable. 

Personal Strategies 
In addition to the strategies men- 

tioned above, farmers have some gen- 
eral financial risk-management strate- 
gies. Farmers need to maintain credit 
reserves and adequate liquidity. Also, 
when borrowing money, farmers need 
to maintain a high proportion of self- 
liquidating loans. This means borrow- 
ing money with interest rates and re- 
payment terms that allow the debt serv- 
ice obligations to be paid from income 
generated by the activity for which the 
money was borrowed. 

The final and perhaps most impor- 
tant risk management consideration is 
protection of the farm family's health. 
Farmers need to carry health insurance. 
Farmers handle chemicals and machin- 
ery that subject them to injury, so they 
need to be careful but also have some 
backup managerial capacity. 

Realism in Planning 
The total environment influencing ag- 

riculture provides no shortage of risk 
for today's farm business manager. Re- 
alism in planning is the key to risk man- 
agement. Having an adequate set of on- 
farm records to provide data on past 
performance is a key ingredient. Only 
with such data can accurate estimates 
of risk be made. Farmers need to man- 
age risks that can keep them from 
achieving their goals. 
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